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Introduction
The effects of the openness of the economy on government size have been one of the main issues in political economic studies over the last few decades. Economic insecurity is supposed to be higher in open economies with "greater exposure to the risks emanating from turbulence in world markets" (Rodrik 1998 (Rodrik : 1011 ; see also Garrett, 1998) . Rodrik (1998) argues that increased external risk due to international trade and capital flows is associated with greater volatility in domestic income and consumption. According to Osberg (2015: 5) , individuals feel economically insecure when they perceive a significant downside economic risk -i.e., a hazard or danger -looming in their economic future." Labour markets represent a major transmission channel through which external risk translates into domestic economic insecurity with regard to wages and employment.
Against this backdrop, the so-called compensation hypothesis postulates that increasing openness of the national economy increases the demand for greater welfare spending as a form of social insurance against growing economic insecurity. However, the increasing demand for government spending predicted by the compensation hypothesis "could not be easily matched by an increasing supply" (Liberati, 2007: 216) . Rather, government spending is widely expected to shrink due to higher mobility of production factors. In particular, the compensation hypothesis may not hold since internationally mobile capital avoids locations where increasing demand for government spending threatens to result in rising private costs of production.
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In testing the empirical validity of the compensation hypothesis, a large number of studies has examined the effects of trade openness or capital openness on government size (e.g., Alesina and Wacziarg, 1998; Benarroch and Pandey, 2012; Down, 2007; Dreher et al., 2008; Garrett and Mitchell, 2001; Liberati, 2007; Rodrik, 1998) . However, studies on the impact of inward foreign direct investment (FDI) on government size are scarce. It appears that only Gemmell et al. (2008) have examined the effect of inward FDI on government size. They find that FDI has no effect on government size, though FDI significantly shifts the expenditure composition towards social spending. However, the estimations of Gemmell et al. (2008) are based on a small sample of 15 member countries of the Organisation for Economic Cooperation and Development (OECD). Moreover, they employ aggregate 1 In other words, the counterhypothesis to the compensation hypothesis, often referred to as the efficiency hypothesis, predicts that international capital mobility constrains governments to provide social insurance against greater economic insecurity ( Garrett and Mitchell, 2001 ). them in empirical analyses. 5 For instance, the distinction between horizontal and vertical FDI figures prominently in theoretical models, while the data situation hardly allows for a clear-cut classification of observed FDI flows along these lines. 6 Nevertheless, we address this issue at least tentatively. Our large sample of up to 130 host countries, covering the period from 2003 to 2011, allows us to perform separate estimations for two sub-samples, namely developed and developing host countries. While
M&As were the dominant type of FDI in developed countries (57 percent of total FDI inflows), greenfield FDI accounted for 88 percent of total FDI flows to developing countries in [2003] [2004] [2005] [2006] [2007] [2008] [2009] [2010] [2011] .
Drawing on Nocke and Yeaple (2008) in combination with Alfaro and Charlton (2009) , estimating the effects of greenfield FDI in developing host countries comes close to identifying the effects of costoriented vertical FDI.
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Finally, we address another important limitation in most of the existing studies on the effects of economic openness on government size; typically, it is implicitly assumed that openness increases economic insecurity without testing this transmission mechanism (e.g., Benarroch and Pandey, 2012; Gemmell et al., 2008, among others) . The present study is the first that explicitly addresses this transmission mechanism, by examining the effects of the two modes of entry of FDI on labour market volatility and, thereby, on economic insecurity in a first step. 8 We find that greenfield FDI has a positive effect on labour market volatility, and thus on economic insecurity, while, in contrast, M&As do not have a statistically significant effect on labour market volatility. The results of the main analysis are that M&As do not have a statistically significant effect on government size, while greenfield FDI has a robust positive effect on government size in the 5 Fillat and Woerz (2011) account for the heterogeneity among industries and host countries in their assessment of the effects of FDI on productivity growth. Gattai (2010) addresses another aspect of heterogeneity by distinguishing joint ventures and wholly owned subsidiaries of Italian firms in Asia; she finds that full ownership is preferred by firms with stronger intangible assets. Chang and Van Marrewijk (2013) assess whether the extent of foreign ownership is important for the productivity premium of foreign firms; they find that the higher productivity of firms with foreign ownership of 90% and more, compared to firms with lower shares of foreign ownership, is based on higher capital intensity only. 6 Note that the findings of Alfaro and Charlton (2009) are based on unpublished firm-level data for just one year (2005). Huang et al. (2013) examine the potentially different productivity effects of vertical FDI by Taiwanese parent firms in developing countries and horizontal FDI in developed countries. 7 Using the terminology of Alfaro and Charlton (2009) , this captures the inter-industry type of vertical FDI at least tentatively, rather than the intra-industry type of vertical FDI that figures more prominently in developed host countries. 8 In a similar vein, Forte (2016) argues that the previous literature typically does not take into account the mode of entry of FDI even though it is likely to affect the level of competition and, thus, economic insecurity in the host country. Taking a different perspective, Chakrabarti et al. (2016) focus on M&As in vertically related industries and the role of local competition in creating incentives to engage in such M&As.
total sample of host countries, as well as in the two sub-samples of developed and developing countries. Given the positive effects of greenfield FDI on economic insecurity and government size, our analysis supports the compensation hypothesis, though only for this type of FDI.
The rest of the paper is organised as follows: In Section 2, we review the relevant literature and derive our hypothesis that greenfield FDI increases labour market volatility, economic insecurity and government size more strongly than M&As. Section 3 informs about our empirical models and the data used. Section 4 presents the empirical analysis, while Section 5 concludes.
Theoretical Background and Related Literature
Rodrik (1997, 1998) and Garrett (1998) argue that international economic integration is associated with growing economic insecurity and greater demand for compensating government expenditures.
Based on this reasoning, we hypothesize that countries that are more open to FDI inflows face greater economic insecurity than less open host countries. According to the compensation hypothesis, it would follow that openness to FDI leads to higher government expenditures. Specifically, we hypothesize that the effects of greenfield FDI on economic insecurity and government size differ from the effects of
M&As. More precisely, we expect stronger effects of greenfield FDI on economic insecurity and the demand for government expenditures. In this section, we discuss the plausibility of our hypotheses by drawing on the relevant literature and some related empirical findings.
While FDI is widely assumed to be less volatile than other private capital flows, Lensink and Morrissey (2006) argue that sudden changes in the volume of FDI inflows have a destabilizing impact on the domestic economy. Indeed, Lensink and Morrissey find that volatile FDI negatively affects economic growth in the host country. What is more, FDI may lead to more volatile labour markets in the host countries by increasing the wage elasticity of labour demand, i.e., the responsiveness of wages and employment to a given labour demand shock (Rodrik, 1997; Scheve and Slaughter, 2004). 9 Clearly, the international sector of host economies will be exposed to FDI-induced labour market volatility and economic insecurity in the first place. For instance, the employment opportunities and wages of workers in world market-oriented industries are most likely to be affected if FDI enters these industries and crowds out local investment and production. 10 However, workers in local firms producing for the domestic market tend to be affected at least indirectly, either because local marketseeking FDI has crowding-out effects or because world market-oriented FDI draws mainly on foreign inputs.
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For several reasons, we expect greenfield FDI to have stronger effects on economic insecurity in the host countries than M&As. First of all, greenfield FDI appears to be more volatile than M&As. Burger and Ianchovichina (2014) Second, greenfield FDI is expected to increase economic insecurity in the host country by adding more strongly to competitive pressure in local product markets than M&As (UNCTAD, 2000; Forte, 2016) . Greenfield FDI creates new assets and adds to local production capacity. In contrast,
M&As transfer existing assets and production capacity from local into foreign hands so that competitive pressure may remain unchanged. 13 Modelling the relationships between the two modes 10 We are grateful to an anonymous reviewer for having alerted us to this point. 11 In contrast, public sector workers are hardly exposed to FDI-induced insecurity unless the macroeconomy of the host country is seriously affected. As explained in greater detail below, our indicators of economic insecurity cannot capture sector-specific labour market effects. In particular, we cannot isolate the international sector that is directly exposed to FDI. This implies that we tend to err on the conservative side of finding insignificant results if FDI effects were restricted to a relatively small international sector, while purely local firms and the public sector were unaffected. 12 The unconditional probability of experiencing a surge in greenfield FDI and M&As was 11.7% and 3.2%, respectively; the unconditional probability of experiencing a greenfield-led stop was 12.8%, compared to 3.3% for M&As. 13 According to Harms and Méon (2011) , a larger share of M&A sales merely represents a rent that accrues to incumbent owners.
of entry, technology transfers and market structure, Mattoo et al. (2004) argue that the competitive enhancing effect of greenfield FDI is clearly greater than that of M&As.
Third, some empirical studies tend to support the view that it is mainly greenfield FDI that adds to economic insecurity by fiercer competitive pressure in the host countries. Using data on Norwegian firms, Balsvik and Haller (2010) find that greenfield FDI has a negative impact on the productivity of domestic plants, both in the same industry and in the same labour market region. 14 Ashraf and Herzer (2014) As noted above, the reasoning of Rodrik (1997 Rodrik ( , 1998 and Garrett (1998) implies that FDIinduced labour market volatility and economic insecurity would lead to greater demand for government expenditures. Accordingly, greater economic insecurity resulting from increased volatility of employment and wages generates demand for larger governments as a form of insurance that compensates workers for the exposure to higher risks. The exposure to risk in the labour market is regarded as a powerful determinant of people's preferences for state protection and public risk sharing (Iversen and Cusack, 2000; Rodrik, 1998) . Obviously, the demand for government spending should be concentrated on public expenditure items that are best suited to provide compensation and protection. It is thus mainly government spending for social security that can be expected to increase with greater economic insecurity. However, demand effects on government spending for social security would carry over to total government expenditures, unless the overall size of governments is 14 This is in sharp contrast to the positive productivity effects of M&As which Balsvik and Haller (2010) find for domestic plants in the same industry. Using a large sample of 123 developed and developing countries, Ashraf et al. (2016) show that M&As increase total factor productivity in developed countries. However, greenfield FDI does not have any effect on total factor productivity in developed or developing countries.
constrained by cost considerations and investor reactions (as the above mentioned efficiency hypothesis would suggest).
15
The available theoretical and empirical literature offers little guidance on whether specific modes of FDI entry would have stronger effects on government size than other modes. Nevertheless, major characteristics that are widely associated with greenfield FDI suggest that mainly this mode of entry fuels the demand for compensating government expenditures. In addition to the above noted characteristics leading to our first hypothesis, the predominant motives underlying greenfield FDI and M&As are likely to play an important role for the demand for government expenditures. It appears to be of particular relevance in this context that greenfield FDI is often motivated by international cost differences. The survey conducted by Wes and Lankes (2001) reveals that production costs are of much greater importance for greenfield investors in transition countries than for investors entering through
M&As. What is more, cost considerations are widely perceived to be the driving force of the offshoring of labour intensive stages of production to lower income host countries through greenfield FDI. For instance, Nocke and Yeaple (2008: 529) argue that "greenfield investment plays a more important role for FDI from high-cost into low-cost countries;" in contrast, "most FDI takes the form of cross-border acquisitions when production-cost differences between countries are small."
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The cost orientation of greenfield FDI implies that the wage elasticity of labour demand tends to be higher for this mode of entry than for the alternative mode of entry through M&As. Surprisingly, there are no empirical studies comparing the labour demand elasticities between firms that engage in greenfield FDI or M&As. However, it seems reasonable to assume stronger substitution effects in response to a given shock to labour demand when cost considerations figure prominently. Greenfield FDI would then lead to greater demand for compensating government expenditures by increasing the risk of local workers of being replaced, either because greenfield investors increasingly rely on foreign inputs or prove to be 'footloose' in the sense of relocating production to where wages stay relatively 15 As discussed in more detail below, sufficient data on specific expenditure items such as government spending on social security are only available for fairly small samples. Hence, we use rather broadly defined measures of government size in our baseline estimations. Arguably, this provides a particularly strict test of the compensation hypothesis. Finding a positive effect of FDI on broader measures of government expenditure would imply that higher social security payments are not offset by cuts in other expenditure items. 16 It should be recalled from the Introduction that cost-oriented greenfield FDI in lower income host countries represents just part of vertical FDI. As stressed by Alfaro and Charlton (2009) At the same time, the cost orientation of greenfield FDI may constrain government spending in the host country. Specifically, the higher wage elasticity of labour demand could render it more difficult for host-country governments to meet the increased demand for social protection by increased public spending. As noted earlier, the compensation hypothesis may not hold if increased demand for government spending threatens to result in rising private costs of production, and if greenfield investors are particularly responsive to higher private costs. Nevertheless, for political economy reasons, it appears unlikely that governments could completely ignore increasing public demand for social protection, or that governments would be able to fully offset increased public social security spending by cutting other expenditure items accordingly. 18 This applies especially to democratic governments vying for re-election and, thus, being dependent on local constituencies.
More realistically perhaps, the composition of government spending is likely to shift towards compensating social protection. Regrettably, the data situation allows us to test this more specific hypothesis only tentatively for a substantially reduced sample. 19 Focusing on government size more broadly defined for a large sample of developing and developed countries, our second hypothesis reads:
H2: The effects of FDI on government size in the host country depend on the mode of entry. Greenfield FDI has stronger effects on the size (and composition) of government expenditure than M&As.
17 Greenfield FDI typically relies more heavily on imported inputs, while M&As are more closely associated with local suppliers (e.g., Wes and Lankes, 2001) . This difference matters for the labour demand elasticities of the two types of FDI, considering the finding of Görg et al. (2009) that the labour demand of foreign firms becomes less elastic with respect to wages if foreign firms have stronger backward linkages with the local economy. See Görg and Strobl (2003) on 'footlose' foreign investors locating abroad only those production processes which are easily transferable between countries. 18 Note also that social security systems, notably in relatively advanced host countries, often have built-in mechanisms ensuring that social security spending increases automatically with higher labour market volatility. Inertia and longer-term budgeting tend to work against fully offsetting cuts of other expenditure items. 19 See Section 4 for details.
Empirical Models and Data

Models
As a first and preliminary step, we examine the effects of greenfield FDI and M&As on labour market volatility by estimating a model of the form
where i = 1, 2, …., N is the country index, t = 1, 2, 3, …, T is the time index, and Vol represents labour market volatility. Following common practice (e.g. Buch and Schlotter, 2013; Buch and Pierdzioch, 2014) , we use the volatility of employment as our measure of labour market volatility, labelled Empvol.
In supplemental tests, we also use alternative measures of labour market volatility such as the volatility of the unemployment rate, Unempvol, and the volatility of labour income per worker,
Labincomevol.
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FDI represents the two different modes of entry of FDI. The first variable is greenfield investment, GFI, and the second is cross-border M&As, M&A. Both of these variables are expressed as a percentage of GDP. To avoid multicollinearity due to complementarities between the two different modes of entry, estimations for GFI and M&A are performed separately, as suggested by Calderón et al. (2004) .
X is the usual vector of m time-varying control variables. In our baseline specification, we control for the volatility of output, GDPvol, trade openness (the sum of imports plus exports as a percentage of GDP), Trade, regulatory quality, Govern, and recessions, Recession.
As a robustness check, we extend the vector of control variables in equation (1) to include a measure of labour market flexibility, Labfree, FDI volatility, FDIvol, and the inflation rate, Inflation.
Following common practice in panel data analysis, fixed effects, µ i , are included to control for any country-specific omitted factors are relatively stable over time. The fixed effects not only capture unobserved time-invariant factors such as geography and culture, but also all country-specific labour market characteristics (including labour laws and regulations) that do not change over the sample period. 21 Also included are period dummies, λ t, , to control for unobserved common time-specific factors such as global business cycles.
The second step and main focus is to examine the effects of greenfield FDI and M&As on government size. We therefore estimate a model of the following form:
where i and t are, as before, country and time indices, and GGFCE represents government size.
Following the literature on trade openness and government size (e.g. Alesina and Wacziarg, 1998; Rodrik, 1998; Ram, 2009; Epifani and Gancia, 2009 ), we use general government consumption expenditure as a percentage of GDP as our measure of government size. In additional tests, we also consider ten categories of disaggregated government expenditure, including social protection.
In equation (2), FDI represents total FDI, FDItotal, GFI, and M&A (all expressed as a percentage of GDP). As mentioned before, separate estimations for greenfield FDI and M&As are performed to avoid multicollinearity.
The vector X consists of the most commonly used control variables in the literature on openness and government size. These variables are the age-dependency ratio (the ratio of people younger than 15 or older than 64 to the working age population), Dependency, GDP growth, Growth, the urbanisation rate (urban population as a percentage of total population), Urbanisation, the unemployment rate, Unemployment, and control of corruption, Corruption. 21 Panel estimation makes it possible to account for unobserved country-specific effects, thus eliminating a possible source of omitted-variable bias. In the fixed-effects model, these effects are controlled for by including country dummies. The alternative is the random-effects approach, which instead estimates the variance of the residuals and uses this estimate to adjust the regression coefficients (and their standard errors). The crucial difference between the fixed-and random-effects approaches is that the latter assumes that the omitted country effects are random and uncorrelated with the regressors. This assumption is very strong, and the standard Hausman (1978) test rejects the random-effects model in favour of the fixed-effects model for our empirical specifications. Hence, we prefer the fixed-effects approach. We present the results of this test for our core specifications in the last row of Table A3 in the Appendix. This table also reports the parameter estimates from the random-effects model. These estimates do not differ qualitatively from those reported in Tables 1 and  4. In the robustness checks, we include as additional control variables a measure of democracy, Democracy, the inflation rate, Inflation, population density (population divided by area), Density, and the domestic lending interest rate, Interestrate.
As in equation (1), fixed effects, µ i , and period dummies, λ t , are included. Given that the fixed effects control for all relatively time constant country characteristics that affect government size, they also capture the effects of the electoral system (majoritarian versus proportional) and the political system (presidential versus parliamentary).
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To estimate the models, we use a pooled ordinary least square (OLS) estimator with Driscoll and Kraay (1998) standard errors. The Driscoll and Kraay estimator relies on a non-parametric covariance matrix that produces heteroskedasticity and autocorrelation consistent standard errors that are robust to general forms of spatial and temporal dependence. Thus, the estimator corrects for serial correlation (of unknown length) both within and between cross-sectional units. The latter is of particular advantage for the present application because it is well known since the work of Blonigen et al. (2007) that FDI is spatially autocorrelated. 23 Although the Driscoll and Kraay (1998) method relies on large T-asymptotics, it has been shown to perform reasonably well in large N, small T panels (like ours), compared with alternative covariance estimators when cross-sectional dependence is present (Hoechle, 2007) .
As an alternative to the pooled OLS estimator, we employ the Blundell and Bond (1998) system GMM estimator to account for the potential endogeneity of greenfield FDI and M&As. The basic idea of the system GMM estimator is to estimate the empirical model as a two-equation system. One equation is in first differences, which removes the fixed effects, and the second equation is in levels, which brings in the technical gains of additional level moment conditions and increased efficiency (e.g. Hong and Sun, 2011) . More specifically, the system GMM estimator combines the standard set of 22 Persson and Tabellini (2004) find, using cross-sectional data, that presidential regimes induce smaller governments than parliamentary democracies, while majoritarian elections lead to smaller governments than proportional elections. 23 We conducted several specification tests for our models and found evidence of heteroscedasticity and autocorrelation (at least in some specifications). Unfortunately, it is not possible to test for cross-sectional (or spatial) dependence in the residuals in highly unbalanced panels (like ours). However, given that there is evidence to suggest that FDI data are spatially correlated (as discussed above), we correct the standard errors for heteroscedasticity, autocorrelation and spatial correlation using Driscoll and Kraay's (1998) extension of Newey and West's non-parametric variance-covariance estimator.
equations in first differences with suitable lagged levels as instruments, with an additional set of equations in levels with suitable lagged first differences as instruments.
Data
We now describe the data used to estimate equations (1) and (2). Our main measure of labour market volatility is employment volatility. This variable is constructed as the first difference of the log of employment (the growth rate of employment in decimal form), calculated using a rolling window of five years. The data on employment (the number of persons employed) are from the Penn World Table   ( PWT), version 8.1 (Feenstra et al., 2015) . 24 As a second measure of labour market volatility, we use the five-year moving standard deviation of the change in the unemployment rate (expressed in percentage points). Data on the unemployment rate are obtained from the World Development Indicators (WDI) 2015 online database. 25 Finally, our third measure is labour income volatility, measured as the five-year moving standard deviation of the first difference of the log of labour income per worker (the growth rate of labour income per worker in decimal form). Labour income per worker is constructed with data from the PWT8.1, by multiplying the share of labour income in GDP by real GDP and dividing by the number of persons employed.
As our measure of government size we use general government final consumption expenditure as a percentage of GDP from the WDI. General government final consumption expenditure can be divided into the following components (Eurostat, 2011) FDI volatility is constructed as the standard deviation of the change in the percentage share of total FDI in GDP using a five-year rolling window. As our measure of output volatility, we use the standard deviation of the first difference of the log of real GDP per capita (the growth rate of real GDP per capita in decimal form) from the PWT8.1, again calculated over five-year intervals.
The data used to calculate the growth rate of real GDP (in percentage points) and to construct our recession variable are also from the PWT8.1. The recession variable is a crisis dummy that takes a value of one if there is a crisis (and zero otherwise). For each country, crises are identified when the logarithm of real GDP deviates by more than one standard deviation from its trend level (computed using the Hodrick-Prescott filter with a smoothing parameter of 100).
Regulatory quality is measured by the Kaufmann-Kraay-Mastruzzi index of regulatory quality;
control of corruption is measured by the Kaufmann-Kraay-Mastruzzi corruption indicator; and our measure of democracy is the Kaufmann-Kraay-Mastruzzi measure of voice and accountability. including the ratio of the minimum wage to the average value added per worker, hindrance to hiring additional workers, rigidity of hours, difficulty of firing redundant employees, legally mandated notice period, and mandatory severance pay (Miller and Kim, 2015) .
The data on trade openness, inflation (measured using the GDP deflator), the age-dependency ratio, the urbanisation rate, population density, and the domestic lending interest rate are all from the WDI.
Merging these different data sources produces a dataset of up to 1127 observations from 2003 to 2011 for up to 130 countries. 31 A list of the countries included in the (total) sample is provided in Table A1 in the Appendix. Table A2 in the Appendix presents some summary statistics on the variables included in our baseline specifications.
It should be noted that the number of observations varies across the models being estimated, depending on the availability of data for the dependent and explanatory variables. 
Empirical Analysis
This section investigates the effects of total FDI, greenfield FDI, and M&As on government size in the host countries of FDI. The main focus is to determine whether the two different modes of entry of FDI generate different demands for government expenditure by affecting economic insecurity differently.
Therefore, as a first and preliminary step, we examine the effects of greenfield FDI and M&As on labour market volatility. Subsequently, we present a detailed analysis of the effects of total FDI inflows, greenfield FDI, and M&As on government size.
The Effects of Greenfield FDI and M&As on Economic Insecurity
Baseline results: Table 1 presents the regression results of the baseline model of the effects of greenfield FDI and M&As on labour market volatility for the full sample (Panel A) and the common sample (Panel B), with and without control variables. As can be seen, the coefficient on greenfield FDI is positive and significant across all specifications and samples, whereas the coefficient on M&As is always insignificant, suggesting that greenfield FDI increases labour market volatility, and therefore economic insecurity, while M&As do not have a significant effect on labour market volatility.
The signs on the coefficients of the control variables are in accordance with expectations. As in previous studies (e.g. Buch and Schlotter, 2013; Buch and Pierdzioch, 2014) , the coefficient on volatility of output is positive and significant in all regressions presented in Table 1 . In addition, the dummy variable for recessions enters significantly positive. Trade openness is also found to be positively and significantly related to employment volatility. This supports the view that international trade in final goods increases labour market volatility by increasing the elasticity of labour demand, or by increasing 32 If we used a constant sample size for all regressions, our sample size would decrease to 48 observations for 16 countries.
This sample would be too small to draw statistically valid conclusions.
shocks to labour demand (e.g., Rodrik, 1998; Scheve and Slaughter, 2004) . Further, the coefficient on Govern suggests that by providing favourable conditions to potential investors, good governance reduces labour market volatility.
[Table 1]
In order to evaluate the economic significance of our results, we standardise the estimated coefficients in column (b) by multiplying them by the ratio of the standard deviations of the independent and dependent variables. 33 The standardised (or beta) coefficients are reported in column (c). Although it is well known that such standardised coefficients are not meaningful for dummy variables, the standardised coefficient of the crisis dummy variable is reported for completeness, but not further discussed. The interpretation of the other coefficients in column (c) is as follows: a one-standard-deviation increase in greenfield FDI increases employment volatility by 6.691 percent of a standard deviation in that variable; a one-standard-deviation increase in GDP per capita volatility raises employment volatility by 20.130 percent of a standard deviation in employment volatility; an increase in trade openness by one standard deviation is associated with an increase in employment volatility by 67.924 percent of a standard deviation; and a one-standard-deviation increase in Govern reduces employment volatility by 72.660 percent of a standard deviation. We thus find that greenfield FDI has a statistically significant but economically small effect on employment volatility. The relatively small effect is not surprising, since greenfield FDI accounts for only a small fraction of GDP (about 6.5 percent on average in our sample).
Robustness:
In Table 2 , we check the robustness of our results to alternative dependent variables. The (Table A2 in the Appendix).
volatility. We thus find that greenfield FDI contributes to greater economic insecurity through inducing employment and unemployment volatility but not labour income volatility, whereas there is no evidence that M&As increase economic insecurity.
[ Table 2 ]
In Table 3 , we add additional control variables that may drive the GFI-uncertainty relationship:
labour market flexibility, FDI volatility, and inflation. While it is obvious that local labour market conditions and inflation may affect both foreign investment decisions and labour market insecurity, it is perhaps less obvious why we also control for the volatility of FDI. The reason is that higher FDI volatility can lead to increased economic uncertainty (Lensink and Morrissey, 2006) . At the same time, FDI volatility may discourage FDI to the extent that FDI volatility reflects political and economic instability. As dependent variables, we use employment volatility in columns (a) and (b) and unemployment volatility in columns (b) and (c). As can be seen, greenfield FDI remains significant even when additional control variables are included, regardless of which dependent variable is used, while
M&As remain insignificant.
[ Table 3 ]
The Effects of Greenfield FDI and M&As on Government Size
Baseline results: Table 4 presents the baseline results for the effects of total FDI, greenfield FDI, and M&As on government size using the full sample (Panel A) and the common sample (Panel B). Again, we report results with and without control variables. The signs of the control variables are largely consistent with previous studies. As in the studies by Garrett and Mitchell (2001) and Dreher (2006) , the sign of the coefficient on GDP growth is negative in Panel A. However, while Garrett and Mitchell (2001) and Dreher (2006) find that GDP growth is significantly negatively related to government size in OECD countries, the coefficient on Growth is statistically significant (and negative) only in column (b) of Panel A. In contrast, the GDP growth variable has a positive sign in Panel B, which is consistent with the results of Rudra (2002) for developing countries. As is the case in previous studies (e.g. Rodrik, 1998; Shelton, 2007) , the coefficient on the age-dependency ratio is positive and significant in all specifications presented in Panel A. However, the coefficient on Dep turns negative in Panel B. With regard to the urbanisation rate, similar to Avelino et al. (2005) and Ram (2009) , the sign of the estimated coefficient is positive and statistically significant in all specifications presented in Table 4 , except column (g) in Panel A. Consistent with the results of previous studies (e.g. Garrett and Mitchell, 2001; Rudra, 2002) , the unemployment variable is positive in all regressions, but it is significant (at the However, it should be noted that static specifications such as those in Table 4 tend to capture shortrun (one year) effects. Below, we also estimate dynamic models to examine the possibility of long-run effects on government size (over many years).
To assess the (relative) magnitude of all statistically significant effects, we again calculate the standardised coefficients. The results for the regression coefficients from column (d) of Panel A are reported in column (e). Accordingly, a one-standard-deviation increase in greenfield FDI results in an increase in government spending equal to 4.8 percent of a standard deviation in that variable; a onestandard-deviation increase in the age-dependency ratio increases the standard deviation of government spending by 25.3 percent; a one-standard-deviation increase in the urbanisation rate results in a 1.170 standard deviation increase in government size; and a one-standard-deviation increase in control of corruption increases government spending by almost one-fifth of a standard deviation. Expressed in relative terms, the estimated effect of greenfield FDI is about one-fifth that of the dependency ratio, about one twenty-fifth that of the urbanisation rate, and about one-fourth that of control of corruption. Overall, the magnitudes are not implausible.
[ Table 4 ]
Robustness: As a first robustness check of the finding that greenfield FDI increases government size while M&As do not have any statistically significant effect, the baseline model is augmented with three additional control variables commonly used in the literature on openness and government size (e.g. Alesina and Wacziarg, 1998; Dreher et al., 2008; Ram, 2009 ): inflation, (Inflation), the domestic lending interest rate (Interestrate), and population density (Density). 34 In addition, motivated by Persson and Tabellini's (2004) study of the effect of electoral rules and forms of government on the size (and composition) of government spending, we also control for (the quality of) democracy, Democracy.
The results of this exercise are presented in columns (a) and (b) of Table 5 . The effects of the additional variables are largely as expected. The estimated coefficients on the lending interest rate and democracy are negative and significant in both columns; the coefficient on population density is negative in both specifications, but significant in only one; and the coefficient on inflation is negative but insignificant. Turning to the variables of major interest, the coefficient on greenfield FDI remains positive and significant while the coefficient on M&As is still insignificant. The results are thus consistent with those reported in Table 4 .
[ Table 5 ]
Next, we also include lags of greenfield FDI and M&As in our extended regressions to take account of the possibility that it may take some time for greenfield FDI and M&As to impact on government spending. As can be seen in columns (c) and (d) of Table 5 , government size is positively affected by both current and lagged greenfield FDI, whereas the coefficient estimates on both current and lagged M&As are not significantly different from zero. It should be added that the significant 34 Alesina and Wacziarg (1998) argue that population density should be controlled for since the costs of providing certain public goods increase less than proportionally to the size of the population, at least up to the point where congestion effects become more relevant.
coefficient on lagged GFI can be interpreted as an indication that greenfield FDI has a causal effect on government size; the causality problem is discussed in more detail below.
Finally, we simultaneously test the sensitivity of our results to the use of dynamic models and alternative estimation methods. More specifically, we estimate a dynamic panel model by including the lagged value of the dependent variable as an additional regressor in our baseline model. The inclusion of lagged government expenditures explicitly accounts for the dynamic process of changes in government size and also helps control for the effects of potentially relevant omitted variables and serial correlation in the disturbance term. Furthermore, the inclusion of the lagged dependent variable also allows us to examine whether changes in greenfield FDI and M&As result in long-run, persistent effects on government size.
A potential disadvantage of using a dynamic panel data model, however, is that the standard fixed-effects estimator may suffer from the so-called Nickell (1981) bias; that is, the correlation between the lagged dependent variable and the fixed effects may bias the coefficient on the lagged dependent variable toward zero when, as in the current dataset, the number of time periods is small. If the explanatory variables are correlated with the lagged dependent variable, the estimated coefficients of the explanatory variables may inherit this Nickell bias.
Another disadvantage of the standard fixed-effects estimator (with contemporaneous effects)
is that it does not control for the simultaneity bias due to the potential endogeneity of FDI. FDI inflows may lead to a larger government size. However, a country with a larger government could also possibly attract more FDI, by providing or maintaining infrastructure that is valued by foreign investors (Anyanwu, 2011) . This could be an alternative explanation for the positive contemporaneous association between (greenfield) FDI and government size. On the other hand, to the extent that a larger government is perceived to be less efficient (Anyanwu, 2011) and also leads to higher taxes and higher real interest rates, FDI may go to countries with smaller governments, resulting in a negative association between FDI and government size.
To address the potential endogeneity issue, we use a standard test of strict exogeneity by adding leads of the FDI variables to the fixed effects regressions in columns (d) and (g) of panel A of Table 4 and testing their joint significance (Wooldridge, 2002) . The null hypothesis of this test is that the variable of interest is strictly exogenous. The F-statistic is 3.18 (with a p-value of 0.11) with one lead, and 2.00 (with a p-value of 0.21) with two leads of greenfield FDI, suggesting that greenfield FDI is strictly exogenous. The F-statistics for M&As are 1.15 and 1.57 with one and two leads respectively, indicating that the null hypothesis of strict exogeneity cannot be rejected for M&As either (with pvalues of 0.32 and 0.27). These results give us confidence that our analysis does not suffer from reverse causality problems.
Nevertheless, we additionally account for the potential endogeneity of greenfield FDI and
M&As by applying the Blundell and Bond (1998) system GMM estimator to the dynamic specification of our baseline model. 35 The advantage of using the system GMM estimator is that it can overcome both the above-mentioned Nickel bias and potential endogeneity bias.
A potential drawback of the GMM estimator is that it may suffer from the well-known problem of too many instruments. A large number of instruments can overfit endogenous variables, failing to expunge their endogenous components and biasing coefficient estimates (Roodman, 2009 ).
Unfortunately, there are no formal tests that can determine the number of lags that should be used as instruments. A rule of thumb is that the number of instruments should be less than the number of countries. To account for the problem of too many instruments, we collapse the instrument set and use only the second lag of the variables as instruments.
The consistency of the system GMM estimator depends on both the validity of the instruments and the validity of the assumption that the differenced error term is free of second-order autocorrelation (by construction, the differenced error term is probably first-order serially correlated even if the original error term is not). We use the Hansen J test to test the exogeneity of the instrument set. The Arellano and Bond (1991) serial correlation test is used to test for second-order serial correlation in the first-differenced residuals (AR2). Table 6 presents GMM estimates for different specifications of equation (2) The first-differenced GMM estimator suggested by Arellano and Bond (1991) can also be used. However, Arellano and Bover (1995) and Blundell and Bond (1998) suggest that system GMM is more efficient than differenced GMM in cases where the variables are persistent.
effects. The estimates in columns (a) and (b) specify only GFI and M&A as endogenous, while in columns (c) and (d) all explanatory variables are treated as endogenous.
As can be seen, the specification tests show no signs of second-order serial correlation at the 5% level or invalid over-identifying restrictions. Furthermore, in all regressions, the number of instruments is less than the number of countries. We thus conclude that the estimated equations do not suffer from serious misspecification problems.
[ Table 6 ]
The coefficient on the contemporaneous value of GFI is positive and statistically significant in both columns (a) and (c), while that on the lagged value in column (c) is insignificant. Thus, in contrast to the results in Table 5 (column (c)), the results in Table 6 (column (c)) indicate that greenfield FDI has only a contemporaneous effect on government size. More importantly, the coefficients on both contemporaneous and lagged values of M&A are insignificant, again suggesting that M&As have no effect on government size.
While the reported coefficients on greenfield FDI represent the immediate, or short-run, effect of a change in GFI on GGFCE, the positive and statistically significant coefficients on the lagged dependent variable indicate that greenfield FDI also has a persistent, or long-run, effect on government size. The calculation of the long-run effect of greenfield FDI on government size from the (significant) short-run effects in columns (a) and (c) yields values of 0.50 and 0.35. 36 These values imply that, in the long run, each dollar of greenfield FDI increases government spending by approximately 50 and 35 cents, respectively. It thus appears that the long-run effect of a change in greenfield FDI is significantly greater than the short-run effect of a change in greenfield FDI.
However, the values presented in Table 6 should be viewed with some caution given that the system GMM estimator may suffer from substantial finite sample biases due to weak instruments (e.g. Bun and Kiviet, 2006; Bun and Windmeijer, 2010) . Therefore, we prefer the fixed-effects estimation 36 The long-run effect is calculated by dividing the (sum of the) significant short-run effect(s) by (1 − λ), where λ is the (sum of) the significant coefficient(s) on the lagged dependent variable.
results (presented in Table 4 ). Another reason for this preference is that, with the exception of Growth in column (c), none of the other explanatory variables is statistically significant in Table 6 .
Results for developed and developing countries: Rodrik (1998) Table   A1 in the Appendix provides a list of countries included in the samples. Table 7 presents the results. The size of the coefficient on greenfield investment is similar in both samples, and it remains statistically significant for both developed and developing countries. In contrast, the sign of the coefficient on M&As remains statistically insignificant for both sub-samples.
These results hold irrespective of whether the controls are included or not.
Hence, these results suggest that greenfield FDI has a positive and significant effect on government size in both developed and developing countries. However, M&As have no statistically significant effect on government size in either sub-sample.
[ Table 7 ]
Results for disaggregated categories of government spending: In Table 8 , we estimate the effects of greenfield FDI and M&As on disaggregated government expenditures, again using our baseline fixedeffects specification. Although not shown for the sake of brevity, each regression includes the same control variables used in the regressions in Table 4 .
As can be seen, government expenditures for economic affairs depend positively on M&As (with a coefficient of 0.011); expenditures for general public services, environment protection, housing and community amenities, and social protection depend negatively on M&As (with coefficients of -0.004, -0.001, -0.001, and -0.008, respectively); all other expenditure-M&A relationships are insignificant. Interestingly, the sum of the significant coefficients is close to zero, which is consistent with our finding that M&As have no statistically significant effect on aggregate government spending.
This invites the cautious conclusion that M&As leave the size of government expenditures unchanged, while they induce a shift in government spending away from general public services, environment protection, housing and community amenities, and social protection toward economic affairs.
Greenfield FDI is not significantly related to most expenditure categories, with the exception of environment protection, housing and community amenities, and social protection. More specifically, it is negatively related to housing and community amenities and positively related to environment protection and social protection. Here, the sum of the significant coefficients on GFI is greater than zero. The implication is that-consistent with our results from the previous sections-an increase in greenfield FDI increases aggregate government spending. Another important point is that the size of the coefficient on GFI in the equation with expenditure for social protection is relatively high. This suggests that the role of the government in reducing exposure to risk from greenfield FDI is manifested most prominently in increased social security spending, as one would expect from the compensation hypothesis.
[ Table 8 ]
Summary and Conclusion
According to the compensation hypothesis, economic openness affects government size by increasing economic insecurity and the demand for government spending in order to provide better state protection and public risk sharing (e.g. Garrett 1998; Rodrik 1998) . In testing the empirical validity of this hypothesis, a large number of studies have examined the effects of trade openness or capital openness on government size. However, studies on the impact of inward FDI on government size are scarce.
In this paper, we assessed the effects of total FDI, greenfield FDI, and M&As on government size. Specifically, we examined the question of whether the two different modes of entry of FDI (greenfield FDI versus M&As) generate different demands for government size by affecting economic insecurity differently, given that people perceive economic insecurity from labour market volatility (e.g., Scheve and Slaughter, 2004) and this exposure to risk in labour markets is a powerful determinant of people's preferences for state protection and public risk sharing (e.g. Iversen and Cusack, 2000; Rodrik, 1998) . We hypothesized that greenfield FDI increases labour market volatility and government size more strongly than M&As.
Using a large panel of up to 130 developed and developing countries over the period from 2003 to 2011, the first step of our analysis revealed that greenfield FDI increases labour market volatility, and therefore economic insecurity; in contrast, M&As do not have a significant effect on labour market volatility. In the second step of our analysis, we found that greenfield FDI has a positive effect on government size, while M&As have no statistically significant effect on government size in the total sample of all host countries, as well as in the sub-samples of developed and developing countries. This suggests that the aggregation of different modes of entry into a single measure of total FDI may lead to ambiguous or inconclusive results with respect to the effects of inward FDI on government size.
It has important policy implications that we find robust support for the compensation hypothesis only for greenfield FDI, but not for M&As. Policymakers in developed and developing host countries alike typically prefer greenfield FDI over M&As. For instance, Blomström and Kokko (2003) observed that policymakers compete mainly for greenfield FDI by offering subsidies and incentives.
The economic rationale of this policy has already been questioned by Ashraf et al. (2016) , who do not find productivity enhancing effects of greenfield FDI in developed and developing host countries. The analysis in the present paper provides an additional reason for questioning the economic rationale of primarily promoting inflows of greenfield FDI since this type of FDI is associated with greater labour market volatility. At the same time, the positive effects of greenfield FDI on government size offer a fairly embarrassing explanation of why policymakers prefer greenfield FDI over M&As: This preference could reflect their self-interest to command over larger public budgets. The dependent variable is employment volatility (Empvol), measured as the five-year moving standard deviation of employment growth (computed as the first difference of the log of the employed labour force). Column (c) reports the standardised beta coefficients for the (significant) estimates in column (b) of panel A. Although the standard deviation of a (binary) dummy variable is not meaningful, the standardised beta coefficient of the crisis dummy variable is reported for completeness. Coefficients on country and time-fixed effects are not reported. Robust t-statistics (calculated with Driscoll and Kraay (1998) standard errors) are in parentheses. *** (**) indicate significance at the 1% (5%) level. In columns (a) and (b), the dependent variable is unemployment volatility (Unempvol), measured as the five-year moving standard deviation of the change in the unemployment rate (expressed in percentage points). In columns (c) and (d), the dependent variable is labour income volatility (Labincomevol), measured as the fiveyear moving standard deviation of the growth rate of labour income per worker (computed as the first difference of the log of labour income per worker). Coefficients on country and time-fixed effects are not reported. Robust t-statistics (calculated with Driscoll and Kraay (1998) standard errors) are in parentheses. *** (**) indicate significance at the 1% (5%) level. In columns (a) and (b), the dependent variable is employment volatility (Empvol), measured as the fiveyear moving standard deviation of employment growth (computed as the first difference of the log of the employed labour force). In columns (c) and (d), the dependent variable is unemployment volatility (Unempvol), measured as the five-year moving standard deviation of the change in the unemployment rate (expressed in percentage points). Coefficients on country and time-fixed effects are not reported. Robust t-statistics (calculated with Driscoll and Kraay (1998) The dependent variable is GGFCE. All results are two-step GMM estimates. Period dummies are not reported. We treat the lagged dependent variable always as a predetermined variable. The estimates in columns (a) and (b) treat GFI and M&A as endogenous, while Growth, Dep, Urbanpop, Unemp, and Corruption are treated as strictly exogenous. In columns (c) and (d), all explanatory variables (except the time dummies) are treated as endogenous. To avoid too many instruments, we collapsed the instrument matrix and used only the second lag of the variables as instruments. Robust t-statistics based on heteroskedasticity-consistent standard errors with the Windmeijer (2005) finite sample correction are in parentheses. *** (**) indicate significance at the 1% (5%) level. 
